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We dedicate this edition to Scott Freeman, a good friend and a brilliant economist. Unfortunately, Scott lost his long battle with ALS. He is missed by everyone who had the pleasure of knowing him, and especially by those of us who had the opportunity to work with him. We are writing this edition to honor Scott's contributions to the field of economics and to continue his legacy. This approach to teaching monetary economics follows the profession's general recognition of the need to start building the microeconomic foundations. More directly, our observation is that economists explain aggregate economic phenomena as the implications of the choices of rational people who seek to improve their welfare within their limited means. The use of microeconomic foundations makes macroeconomics easier to understand because the performance of such abstract economic processes as gross domestic product and inflation is linked to something understood by all-rational individual behavior. It also brings powerful tools such as indifference curves and budget lines to bear on questions of interest. Finally, the joining of micro-and macroeconomics introduces a level of consistency across undergraduate studies. Certainly, students will be puzzled if taught that people are rational and prices clear markets when studied by microeconomists but not when studied by macroeconomists.
Inertia and tradition, however, have mired the teaching of monetary economies to a swamp of institutional details, as if monetary economics was only an unchanging set of facts to be memorized. The rapid pace of change in the financial world belies this view. Undergraduates need a way to analyze a wide variety of monetary events and institutional arrangements because the events and institutions of the future will not be the same as those the students learned in the classroom. The teaching of analysis, the heart of a liberal education, is best accomplished by xv www.cambridge.org © in this web service Cambridge University Press
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having students learn clear, explicit, and internally consistent models. In this way, students may uncover the links between the assumptions underlying the models and the performance of the model economies and thus apply their lessons to new events or changes in government priorities or policies.
This book implements our goals by starting with the simplest model-the basic overlapping generations model-which we analyze for insights into the most basic questions of monetary economics, including the puzzling demand for intrinsically worthless pieces of paper and the costs of inflation. Of course, such a simple model will not be able to discuss all of the issues of monetary economics. Therefore, we proceed in successive chapters by asking which features of actual economics the simple model does not address. We then introduce those neglected features into the model to enable us to discuss the more advanced topics. We believe this gradual approach allows us to build, step by step, an integrated model of the monetary economy without overwhelming the students.
The book is organized into three parts of increasing complexity. Part I examines money in isolation. Here, we take the questions of the demand for fiat money, a comparison of fiat and commodity money, inflation, and exchange rates. In Part II, we add capital to study money's interaction with other assets, banking, the intermediation of these assets into fiat money, and alternative arrangement of central banking. In Part III, we look at money's effects on saving, investment, output, and nonmonetary government debt.
This book is written for undergraduates. Its requirements are no more advanced than the understanding of basic graphs and algebra; calculus is not required. (Those who want to use calculus can find an exposition of this approach in the appendix to Chapter 1.) Although the book may prove useful to graduate students as a primer in monetary theory, the main text is pitched to the undergraduate level. This has kept us from a few demanding topics, such as nonstationary equilibria; we hope the reader will be satisfied by the wide range of topics we have been able to discuss within a single simple framework. Material that is difficult but within the grasp of undergraduates is set apart in appendices and can be easily skipped or inserted. The appendices also have many extensions, such as the model of credit, which instructors may wish to use but are not essential to the main topics.
The references display the most tension between the undergraduates and the technical base in which this approach originated. Whenever possible, we reference material written for undergraduates or general audiences; these references are marked by asterisks. Finally, where undergraduate references were not available, we supply references to a few academic articles and surveys to offer graduate and advanced undergraduates some places to start with more advanced work. This is not intended as a full survey of the advanced literature.
The choice of topics to be covered also was difficult. We make no claim to encyclopedic coverage of every topic or opinion related to monetary economics. We limited coverage to the topics most directly linked to money, covering banking (but We insisted on models with rational agents operating in explicitly specified environments. We also selected topics that could be addressed in the basic framework of the overlapping generations model. In our view, the selected topics are tractably teachable, promoting unity and consistency. We also selected what we best know and understand. We hope that instructors can build on our foundations to fill in any gaps.
To reduce these gaps, we added in the second edition new material on speculative attacks, the not-very-monetary topic of social security, currency boards, central banking alternatives, the payments system, and the Lucas model of price surprises. We have greatly expanded our presentations of data and have added new exercises.
In this third edition, we have updated many of the graphs. We added a chapter, introducing a model of random relocation. This chapter provides an excellent framework for understanding the role that intermediaries play in solving problems that arise when deciding how to allocate portfolios between liquid and illiquid types of assets. This chapter extends the liquid liability and illiquid asset mismatch that intermediaries face. The model economy developed in this chapter links monetary factors to bank panics in a way that illuminates previous financial crises. We have also added a section to Chapter 11 on the payments system that seeks to account for monetary policy in the biggest financial crisis in the United States since the Great Depression.
Many have contributed to the development of this book. We owe Neil Wallace a tremendous intellectual debt for impressing upon us the importance of microeconomic theory in monetary economics. Many others have provided helpful suggestions, criticisms, encouragement, and other help during the writing of this book. 
